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Abstract 
The key difference between Islamic banks and their conventional counterparts is that the former abides by the 
principles of Islamic law (Shari’ah). However, some Islamic banking products are criticized for not fulfilling the 
Shari’ah requirements as these closely mimic conventional products. The article discusses how traditional Islamic 
contracts are used to structure Islamic modes of financing during contemporary times. To understand the choice of 
financing modes used by Islamic banks, the product development process is examined and the role of Shari’ah related 
bodies in these institutions (Shari’ah unit/department and Shari’ah supervisory board/committee) in this process is 
outlined. The article contends that the choice of modes of financing used by Islamic financial institutions depend on 
external and internal factors. In some cases Islamic banks choose controversial modes of financing as these are the 
only ones that are feasible under the legal and regulatory regimes they operate under. In other cases the choice of 
inferior modes may result from competing internal organizational considerations whereby economic factors 
overshadow Shari’ah requirements. The article highlights the role of Shari’ah related bodies within a bank in ensuring 
Shari’ah compliance of products. 
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1. Introduction 
Islamic banking started in the mid-1970s primarily to provide financial services compliant with 
Shari’ah (Islamic law) to Muslims who would otherwise not do business with conventional interest-based 
finance due to religious convictions. During its short history, the Islamic financial sector has grown at a 
fast pace and become a significant global phenomenon now with estimates the size of the industry to be 
worth USD 1.13 trillion in 2012. The industry is expected to continue its rapid growth with projections of 
its assets more than doubling in the MENA region from a figure of USD 416 billion in 2010 to USD 990 
billion in 2015 (Ernst & Young 2011). Although the industry has grown rapidly during its short history, 
the nature of the products it is offering has come under increased scrutiny. The crux of the criticisms is 
focused on the products offered by Islamic financial sector, which increasingly appears to be mimicking 
those from conventional finance (Khan 2010). In doing so, the contention is that Shari’ah requirements are 
diluted whereby forms of contracts are fulfilled but the substance and spirit of Islamic law are not 
(ElGamal 2008).  
The failure of Islamic finance to fulfill the Shari’ah requirements has led to negative perceptions and 
damaging observations about the industry. At the extreme end of the spectrum, Islamic financial industry 
has been denounced as 'deception' and 'charade' (Saleem 2006a and 2006b). Seniawski (2001) and Holden 
(2007) identify the current practice in Islamic financial industry as ‘legal hypocrisy’ and Hamoudi (2007) 
calls it ‘semantic fantasy’ and ‘jurisprudential schizophrenia’. ElGamal (2007 and 2008) claims that 
Islamic financial institutions are rent-seeking Shari'a arbitrageurs using ruses to circumvent prohibitions of 
Islamic law. More recently, some Shari'ah scholars have joined the critics in pointing out problems with 
the legalistic approaches of approving Islamic financial transactions. For example, Usmani (2007) points 
out the majority of the sukuk (Islamic bonds) issued in the market replicate conventional bonds and not in 
line with the spirit of Islamic law. Similarly, Delorenzo (2007) views the Islamic total return swap, which 
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is a replication of a conventional swap, unacceptable and even though the form uses Shari'ah compatible 
contracts.  
To explain the choices of modes of financing that an Islamic bank may opt for, the article examines 
how Shari’ah principles are incorporated in structuring products. This is done by looking at the product 
development process and identifying the role of Shari’ah related bodies in financial institutions (Shari’ah 
unit/department and Shari’ah supervisory board/committee) in different stages of developing products. 
Shari’ah scholars sitting in supervisory boards of different Islamic financial institutions are responsible to 
ascertain that products comply with Shari’ah and provide a seal of approval before they are launched in 
the market. Kahf (2004) maintains that pronouncing Shari’ah compliance of products by the Shari’ah 
supervisory boards (SSBs) convinces the religious minded people to deal with the banks both as providers 
and users of funds. 
Interest based loans being prohibited by Shari’ah, Islamic banks use various sale and equity based 
modes of financing. The choice of specific modes of financing that Islamic banks use to structure products 
can be discussed at two levels. At the first level, the potential set includes all the Shari’ah compliant 
contracts that can be used for a particular product. However, external constraints arising from legal and 
regulatory requirements can limit the use of certain modes of financing. Thus, at the second level the 
feasible set constitutes the modes that fulfill the legal and regulatory requirements. Given the legal and 
regulatory settings, the organizational capabilities and preferences determine the types of products that 
banks develop from the feasible set.  
The goal of this article is to examine how the choices of Islamic modes of financing are made to 
evaluate the causes of the dilution of Shari’ah principles in Islamic banking products. The article contends 
that in certain cases Islamic banks choose controversial modes of financing as these are the only ones that 
are feasible given the external constraints. In some other cases, however, the choice of inferior modes may 
result from competing internal dynamics whereby the Shari’ah requirements are overshadowed by 
economic incentives and business related factors. Specifically, complying with the Islamic contractual 
stipulations introduces certain inherent risk-return features that sometimes may not be compatible with the 
risk-return appetite of banks. The friction between the Shari’ah requirements and economic motivations 
can lead to adoption of products that dilute the former. 
The article is organized as follows. Section 2 introduces the key Islamic financing contracts and 
outlines the features of Islamic banking products. Section 3 presents the basic structure of the product 
development cycle and the role of Shari’ah bodies in different phases of the process. After going over the 
legal/regulatory environments under which Islamic banks operate, section 4 examines how choices of 
Islamic modes of financing may be influenced by external constraints and internal organizational 
dynamics. The last section concludes the article.     
 
2. Shari’ah Principles, Islamic Contracts, and Islamic Banking Products 
 
The overall goal of an Islamic economic system, of which Islamic finance is a part of, is to realize the 
goals of Islamic law (maqasidal-Shari’ah) which should manifest in the economy as enabling growth and 
justice (Chapra 2008, Siddiqi 2004). One implication of maqasid is that other than fulfilling the legal 
stipulations, an Islamic financial system should also cater to the social needs of a society. Accordingly, 
there is a general agreement among proponents of Islamic finance that maqasid should inhere in the 
operations and products of Islamic financial institutions (Siddiqi 2006). Whereas maqasid has both legal 
and social implications, the focus of this article is on the former.  
Kahf (2006) asserts that maqasid at the transactions’ level are achieved by fulfilling the underlying 
objectives of exchange envisaged in Islamic law. These include upholding property rights, respecting 
consistency of entitlements with the rights of ownership, linking transaction to real life activity, transfer of 
property rights in sales, etc. Furthermore, the overall goals of Islamic law are linked to fulfilling the legal 
maxims (al-quwaid al-fiqh) that reflect the spirit of Islamic law (Kamali 2006). Some legal maxims have 
relevance to Islamic financial transactions. The legal maxim ‘in contracts, attention is given to the objects 
 Habib Ahmed / Islamic Banking and Shariah Compliance: A Product Development Perspective 17 
and meaning, and not to the words and form’* provides the guiding principle of focusing on substance over 
form in devising financial products.  
A maxim that links risks and return in economic transactions states ‘the detriment is as a return for the 
benefit (al-ghurm bi al-ghunm).†The implied relationship between ‘entitlement of gain’ to the 
‘responsibility of loss’ in this maxim is usually used to propose the preference for profit-loss sharing 
instruments in Islamic finance (Kahf and Khan 1988: 30). Another maxim that is often used in approving 
Islamic products is the maxim of necessity which states that ‘hardship causes the giving of facility’‡. The 
implication of this maxim is that leniency can be used in cases that cause hardship or injury. In such 
situations, a concession (rukhsah) can be used to dilute the force of established law as an exception.  
The underlying principle of Islamic law related to commerce and transactions is permissibility (ibahah) 
which maintains that everything in economic affairs is permitted other than those explicitly forbidden by 
divine guidance (Kamali 2000). Prohibitions under Islamic law can be broadly classified as riba and 
gharar.§Riba (literally meaning increase or growth) is prohibited by Shari’ah. Although it is common to 
associate riba with interest, it has much wider implications and can take different forms. The common 
premise in the prohibition of riba lies in the unequal trade of values in exchange (Siddiqi 2004). An 
implication of rules of riba for monetary transactions is that interest bearing loans are prohibited. 
Gharar literally means danger and also signifies deception. The word, however, has connotations of 
uncertainty, risk or hazard and also implies ignorance, gambling and fraud. Mustafa Zarqa defines 
forbidden transaction involving gharar as the ‘sale of probable items whose existence or characteristics 
are not certain, due to the risky nature that makes it similar to gambling’ (Al-Zuhayli 2003: 83). Gharar 
can exist in the terms of a contract or in the object of a contract. Gharar in a contract arises when the 
consequences of a transaction are not clear and there is uncertainty about whether a transaction will take 
place. Gharar in the object of the contract arises when there is uncertainty about the subject matter of sale 
and its delivery. Islamic law distinguishes between ownership and possession and requires actual 
possession before selling something to ensure delivery. Gharar will exist when either the object of sale 
does not exist or the seller and/or buyer do not have the knowledge of the object being sold. One 
implication of gharar is that derivative contracts such as futures, options and swaps are prohibited as these 
do not fulfill the conditions of the existence of object and introduces uncertainty by postponing the 
exchange at a future date.    
 
2.1 Islamic Contracts and Financial Products 
The traditional Islamic contracts that are frequently used is Islamic finance can be broadly classified 
into equity and debt modes. While equity instruments are partnership-based contracts of mudarabah and 
musharakah, debt-instruments arise from sale transactions. These fixed-income debt instruments include 
murabahah (cost-plus or mark-up sale), bai-muajjal (price-deferred or credit sale), salaam (object-
deferred or pre-paid sale), istisna (construction/manufacturing contract) and ijarah (leasing contract). The 
basic features of these key instruments are outlined below.** 
a) Musharakah: Sharikah is a partnership between parties in which financial capital and/or labor act 
as shared inputs and profit is distributed according to the capital share of the partners or in some 
agreed upon ratio. The loss, however, is distributed according to the share of the capital. Though 
there can be different kinds of partnerships based on money, labor, and reputation, one case of 
sharikahis participation financing or musharakah in which partners share both in capital and 
management of the business enterprise. Thus partners in musharakah have both control rights and 
claims to the profit.  
b) Mudarabah: Mudarabah is similar to the concept of silent partnership in which financial capital 
is provided by one or more partner(s) (rabul mal) and the work is carried out by the other 
partner(s) mudarib. The funds are used in some activity for a fixed period of time. The financiers 
 
*See Article 3 in Majallah (2001). 
†See Article 87 in Majallah (2001). 
‡See Article 17 in Majallah (2001). 
§For a detailed discussion on riba see Siddiqi (2004) and Fadel (2008) and for gharar see Al-Dhareer (1997) and ElGamal (2001). 
**For a discussion on these modes of financing see Ayub (2007) and Usmani (1999). 
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and the managers of the project share the profit in an agreed upon ratio. The loss, however, is 
borne by the financiers according to their share in the capital. The manager’s loss is not getting 
any reward for his services. As the rabul mal is sleeping partner, he/she has a claim on profit 
without any say in the management of the firm. 
c) Murabahah/BaiMuajjal: Murabahah is a sale contract at a mark-up. The seller adds a profit 
component (mark-up) to the cost of the item being sold. When the purchase is on credit and the 
payment for a good/asset is delayed, then the contract is called bai-muajjal. A variant would be a 
sale where the payments are made in installments. These contracts create debt that can have both 
short and long-term tenors. In these debt contracts the supplier of the good has claims on a fixed 
amount that must be paid before arriving at profits.  
d) Salam/Istisna: Salam sale is an advance purchase of a generic good. In a salam contract, the 
buyer of a product pays in advance for a good that is produced and delivered later. The product-
deferred sale contract applies mainly for agricultural goods. Istisna or commissioned 
manufacturing is similar to salam contract with the difference that in istisnathe good is 
produced/built according to the specifications given by the buyer. This applies mainly to 
manufactured goods and real estate. The client asks the financier to provide an asset (such as real 
estate) built and the payments are made over a period of time in the future. In istisna the 
payments can be made in installments over time with the progression of the 
construction/production. In this case the financier can opt to have a parallel istisna and sub-
contract the project to a third party for its completion. 
e) Ijarah: Ijarah is an operating lease in which the lessee pays rent to the lessor for use of usufruct. 
In ijarah the ownership and right to use an asset (usufruct) are separated.  It falls under a sale-
based contract as it involves the sale of usufructs. A lease contract that results in the transfer of an 
asset to the lessee at the end of the contract is called ijarah muntahia bit tamleek. Ijarah 
muntahia bit tamleek combines sale and leasing contracts and use the hire-purchase or rent-
sharing principles. As the periodic payments include rent and part of the asset price, the 
ownership of the asset is transferred to the lessee at a nominal price or a gift after the contract 
period is over.   
Financing in contemporary financial system takes place either through markets or intermediaries. The 
traditional contracts in their pure forms do not have the features that can cater to the needs of the 
contemporary financial markets and institutions. Adapting to this new financial structure requires creating 
a new set of instruments that can cope with dealings of the contemporary finance. Most Islamic financial 
products would entail one dominant contract and multiple supporting contracts. For instance, in a simple 
murabahah based financing contract, a bank must first buy the asset such as a car before selling it to the 
client at a markup. This product would, however, also include the following: a promise from the client to 
purchase the good, an agency contract whereby the bank appoints the client an agent to purchase the good 
from the vendor, a sale contract between the vendor and the bank, a sale contract between the bank and the 
client (the murabahah contract) and collateral or guarantee agreement to mitigate the credit risks.  
Note that even though murabahah creates a debt, it is contractually different from an interest-bearing 
loan. First, as the debt arises from a credit sale contract, it is tied to real transactions. Second, if there is a 
default in payments of dues the bank cannot charge an additional amount as done with compound interest 
in case of a loan contract. Shari’ah scholars, however, permit charging a penalty for delays in payments to 
mitigate moral hazard problem of clients on the condition that it is given away to some charitable cause 
(Usmani 1999).  
 
2.2 Islamic Banking Products, Shari’ah Compliance and Risks  
The main focus of Islamic financial industry has been to provide Shari’ah-compliant structures of 
conventional financial products (Dar 2007). The technology and institutional arrangements allow the use 
financial/legal engineering to develop Islamic products that replicate conventional financial products at 
low costs (ElGamal 2008). From an economic perspective, the objective of Islamic banks is to structure 
products that have similar risk-return features of conventional products. From a legal perspective, this is 
done by using several legitimate Islamic contracts to produce outcomes that replicate conventional 
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products. Doing so, however, can sometimes result in products that are Shari’ah compliant in form but not 
in substance.  
A controversial product that falls under this category and used as an example in this article is 
‘organized tawwaruq’. The product involves several sale contracts starting with one in which the bank first 
buys a certain quantity of standardized commodity such as metal or wheat and then sells it to the client at a 
mark-up. The bank then acts as an agent of the client and sells her commodity to a broker and deposits the 
proceeds of the sale into the client’s account. The result of these multiple sales and agency contract is that 
the client gets cash and owes the bank the amount financed plus a return in the future. Organized tawarruq 
is controversial as economic substance of combining several legitimate contracts is similar to a synthetic 
interest-based loan. As a result, the International Council of Fiqh Academy, an international 
jurisprudential body, issued a ruling declaring organized tawarruq illegal as it entails elements of riba.†† 
The models of Islamic banking have evolved over time.‡‡ When Islamic banking was mooted in the 
1970s, it was envisaged to be ‘two-tier mudarabah model’, whereby profit-loss sharing modes of 
financing would be used on both the asset and liability sides (Khan 1987, Siddiqi 1981).On the liability 
side, the demand deposits would take the format of interest-free loans (qard-hassan) and savings and 
investment deposits would take the form of profit-loss sharing investment accounts using the mudarabah 
concept. Islamic bank was expected to invest in productive projects on profit-loss sharing basis on the 
asset side using mudarabah and musharakah contracts. The resulting profit/losses from these investments 
were to be shared by the shareholders and investment account holders at an agreed upon ratio.   
As Islamic finance expanded over time, the Islamic banking model transformed to one-tier mudarabah 
with multiple investment tools (Iqbal et.al. 1998). While saving and investment deposits take the form of 
mudarabah based profit-sharing investment accounts, the instruments used on the asset included the fixed-
income modes. To finance different assets, banks started using predominantly sale based contracts such as 
murabahah, istisna, salaam and ijarah and to a lesser extent used profit-sharing modes of financing 
(musharakah and mudarabah). Islamic banking further evolved to mainly using fixed-income debt 
instruments on both assets and liabilities sides.This is done by using organized tawarruq whereby 
synthetic loans resembling interest-based debt are created by buying/selling commodities.  
From a product development perspective, compliance with Shari’ah principles introduces some 
additional risks that can affect the choice of modes of financing. Being sale based and partnership 
contracts Islamic financing modes entails both market and credit risk.§§ This is apparent when one 
observes the risk weights given to different modes by Islamic Financial Services Board (IFSB), an 
international regulatory standard setting body for the Islamic financial industry. IFSB (2005) stipulates 
credit risk weights on assets financed by musharakah and mudarabah modes to be 400% and the 
corresponding weights on sale based instruments (murahabah, istisna, salam and ijarah) as 100%. 
Furthermore, depending on the type of contacts, the instruments may have additional capital requirements 
for market risks. For example, a non-binding murabahah or ijarah contract will have an additional market 
risk weight of 187.5% of the value of financing. Clearly, the risk weights indicate that the equity based 
modes are deemed riskier than sale based modes.  
As Islamic banks operate in competitive markets, they are under pressure to structure products that 
have acceptable risk-return features from a business point of view. An easy option to achieve this is to 
replicate the conventional products by using legal/financial engineering techniques. While doing so fulfills 
the economic and market requirements, it is sometimes done at the cost of diluting the substance of 
Shari’ah principles. Use of products that dilute/breach of Shari’ah principles can, however, be costly to 
Islamic banks. In the short-run, any revenue from the transactions that are not Shari’ah compliant is 
excluded from the income of the bank and donated to some charitable cause. Thus, Shari’ah non-
compliance can affect the income and profitability of banks adversely. In the long-run, dilution of 
Shari’ah principles can negatively affect the perception of stakeholders about the Islamic financial 
 
††The ruling was issued by the International Council of FiqhAcademy in its 19th session which was held in Sharjah, United Arab 
Emirates during 26 – 30 April 2009.  
‡‡
 For a review of the evolution of Islamic banking models and current state of Islamic finance see Ahmed (2011) and Siddiqi 
(2006b) respectively. 
§§For a discussion on risks facing Islamic banks see Ahmed and Khan (2007). 
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practice causing a serious loss of trust and credibility. As most of the clients use Islamic banks for 
religious reasons, Shari’ah non-compliance can be a reason for reputation risk that can make the Islamic 
finance sector susceptible to instability and trigger bank failure (Qattan 2006).*** 
 
3. Shari’ah Compliance: A Product Development Perspective 
Product development (PD) process involves structured flow of information and activities required to 
accomplish creation of new products (Ulrich and Eppinger 2008). The process identifies a sequence of 
activities undertaken and the distribution of responsibilities among relevant personnel to develop new 
products. As developing products requires input from various departments of an organization, it is best 
developed by a team, headed by a PD manager who coordinates the activities and drives the development 
of the product. Cooper (1994) identifies benefits of a well-planned process as introducing discipline, 
reducing technical risks and ensuring completion of tasks by a cross functional team. Edgett (1996) finds 
that financial institutions with rigorous PD process are more likely to produce successful products. 
While there is no unique PD process that applies to all firms, researchers have suggested different 
elements of the process. Johne and Harborne (1985) identify three main phases of PD process: initiation, 
evaluation, and implementation. Cooper (1994) identifies four stages as preliminary investigation, building 
business case, development and test and validation. Others have pointed out more detailed steps involved 
in the PD cycle.  Avlonitis et.al. (2001) maintain that a PD process would involve five key activities: idea 
generation and screening, business analysis and marketing strategy, technical development, testing, and 
commercialization/launching. While Cooper and Edgett (1999) propose 13 steps, Scheuing and Johnson 
(1989a and 1989b) detail 15 different activities required for developing products in the service sector.  
The product development process in Islamic banks is discussed under three broad phases of idea 
generation and acceptance, converting concept into product, and commercialization. Fulfilling the 
Shari’ah requirements in products and operations necessitates additional units and processes to ensure that 
the contracts and operations comply with Islamic law. Usually, the Shari’ah bodies would include an in-
house Shari’ah department/unit and an independent Shari’ah Supervisory Board (SSB). The SSB 
constitutes Shari’ah jurists and scholars who meet periodically to ensure fulfillment of overall Shari’ah 
requirements in general and approve new products in particular.†††In other words, the key role of the SSB 
is to ensure the ‘Islamic’ character of Islamic finance. Given the unique nature of Islamic financial 
products, the basic features of the PD process and role of Shari’ah bodies under the three phases are 
presented next. 
 
3.1 Idea Generation and Acceptance 
Idea generation and acceptance phase is an important component of the development cycle as it 
identifies the new products that will be introduced by a bank. Cooper and de Brentani (1991) show that the 
quality of execution of pre-development activities is a good indicator of successful products. Kelly and 
Storey (2000) identify various idea screening criteria used by the service sector to identify the products 
that can be potentially developed. The highest ranked category is financial implications of the new product 
which requires examining the costs, potential turnover, impact on revenue, likely profit and doing a cost 
benefit analysis.  
Reinertsen (1997) maintain that market risks arise when the product fails to meet market requirements. 
This risk may result from not being able to assess the needs of the customers and the demand for a 
particular product correctly. Studies reveal the majority of the products fail due to miscalculating the 
market, and only a quarter due to technical reasons (Smith and Reinertsen 1998). Thus, market risks can 
be reduced by having a better assessment of the customers’ needs. Along with market research, Edgett and 
Parkinson (1994) identify market synergy as an important factor that can predict successful products 
developed by the financial organizations. de Brentani (1991) shows that products closely linked to the 
 
***Chapra and Ahmed (2002) report that in a survey shows that 381 (or 81.4 percent) total number of 468 depositors from Bahrain, 
Bangladesh and Sudan will move funds to other banks due to non-compliance of Shariah  and a total 328 (70 percent) would move 
funds if they learnt that learn that income of the banks come from interest earnings. 
†††For a discussion the role of Shari’ah Supervisory Board and Shari’ah governance see Ahmed (2012) and Grais and Pellegrini 
(2006). 
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existing ones are more likely to be successful. This is because products that are completely new entail 
more risks as these are unfamiliar to customers. Given the unique nature of contracts used in Islamic 
finance, the customers may not be aware of the risk-return features of the product and reluctant to use ones 
that are very different from the ones they are familiar with.  
Other than assessing the market demand, an important aspect in the idea generation phase in Islamic 
banks would be to identify the appropriate Shari’ah compatible contract that can be used for the product. 
In the pre-product launch stage, the Shari’ah department/unit contributes to the development of new 
products by advising on the different Shari’ah compliant structures for the product. A short concept paper 
outlining the basic Shari’ah structure should be presented to the SSB for initial screening. The Shari’ah 
unit/department of the bank will have an important input in developing the concept paper. The SSB’s role 
is to formally approve the product structure before it goes for full scale development. The goal of getting 
the concept cleared by the SSB is to minimize the risks of Shari’ah compatibility before developing the 
product.  
 
3.2 Converting Concept into Product 
Once the senior management of the bank authorizes the development of a new product, the next phase 
will be to translate the concept into a product. Shostack (1984) lays out the basic framework of a product 
design. The first step is to prepare a blueprint for the product which would require laying out the detailed 
steps and processes involving the product. For each step, the input required from different 
departments/units of the bank need to be identified and the resulting expected output specified. Given the 
intangibility and simultaneity of services, the blueprint of developing financial products needs to keep in 
view two perspectives (Lovelock 1984). The first relates to systems and procedures from the bank’s 
viewpoint and the second is to understand the service delivery system from the clients’ perspectives. After 
the product design and process flow of the product is completed, the next step is to implement various 
aspects to make the product live. 
Cooper et.al (1994) find proficient operating and delivery systems as main operational factors for 
successful products. Operational risks arise in the development phase due to improper oversight of various 
parts of the delivery system. Failure to acknowledge all factors that can get wrong can create problems in 
the post-launch stage. The delivery of the product will be affected if something new comes up that has no 
solution in the system or the personnel are not trained to handle it properly. As different people may deal 
with a client during the life-time of the product, one problem is to provide standardised products 
(Lovelock 1984). Care has to be taken to reduce the variability of the services provided in the product 
development phase. To minimize the deviations in services within a tolerance level, there is a need to have 
a well-structured plan for the operating and delivery process.  
The risk management department has an important task of evaluating the various risks associated with 
new products. Other than examining the risks inherent in the product, the department also assesses its 
implications on enterprise risks. The role of the compliance unit/department is to ensure that the new 
product fulfills all the internal rules and external laws and regulations of the country. To guarantee that the 
product does not violate any laws of the country and regulatory rules and standards, the department has to 
liaise with the relevant regulatory authorities to get the product cleared. 
Being responsible for the financial health of the organization, the finance department would look into 
the costs and revenue from new products (Fuller 2005). Other than financial control, the finance 
department will also identify the financial accounting treatment of new products. A key issue that needs to 
be considered is the capital requirements for different modes of financing. Furthermore, new codes for 
balance sheet and general ledger entries for the new product need to be created. These are used by the 
Information Technology (IT) department to execute the software necessary for the product. New products 
may require improvement in operating systems/software and upgrading the hardware for the product’s 
operation/delivery. Kelley and Storey (2000) identify IT as the main constraint in PD. They find 
inflexibility of the IT systems to accommodate new products, system development speed, systems support, 
and IT development resources as among barriers to developing new products.  
Developing Islamic banking products face additional risks compared to conventional banking products. 
As indicated, the risks inherent in Islamic modes are complex and need to be recognized and mitigated by 
the risk management department. The accounting implications of Islamic products will be different from 
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conventional banking transactions. This stems not only from the fact that Islamic products use sale and 
equity based contracts, but also due to other Shari’ah requirements. ‡‡‡  Furthermore, the compliance 
department needs to understand the implications of the laws and regulations of the country on the Islamic 
mode used in a product. As most of the banking IT systems are based on conventional banking models, 
embedding Islamic products in these systems can be a challenging task. Given that Islamic financial 
contracts are sale or equity based, adapting these in conventional banking IT systems can be difficult and 
in some cases can prevent development of new Islamic financial products.  
A final step in finalizing a product is to prepare all the relevant documents related to the delivery of the 
product. On the one hand, these would comprise forms, contracts, leaflets and brochures prepared for the 
clients. On the other hand, these would include other documents such as product manual, guidelines 
necessary for the delivery of the product, etc. prepared for internal use. After the all the documents related 
to the product are prepared and vetted by the legal department, these need to be presented to the SSB for 
review and final approval. In particular, the contracts forms and marketing documents should be reviewed 
and cleared by the SSB.  
 
3.3 Commercialization 
Once the in-house testing is carried out successfully, the product is ready for launch. Cooper et.al 
(1994) identifies various factors related to launch preparation that can increase the probability of success. 
The factors include understanding and support of the product by all relevant staff, extensive training for all 
customer contact staff, marketing of the new product internally before launch and extensive training of the 
operations and technical staff. They also find customer service such as providing friendly, courteous, 
prompt and efficient service can make products successful. Along with quality of execution of launch and 
marketing activities, Cooper and de Brentani (1991) identify execution of technical activities, service 
delivery and service expertise as additional the success factors.  
Edgett (1996) finds marketing support at the launch stage to be important for successful products. 
Cooper et.al (1994) identify various effective marketing communications factors that can make a product 
successful. The important factors include expertise and resources related to promotion, distribution/sales. 
The product performance is better if the awareness in terms of benefits of the new product are provided to 
the customers. This can be done with a more effective promotional campaign and create a ‘brand’ image 
for the product that is distinct for the targeted market. One additional element in marketing of Islamic 
financial products would be to highlight the contract features to convince the clients about its Shari’ah 
compatibility.  
Bowers (1986) asserts that as banks deal with services that are sold from different outlets, it is 
important to train the personnel to maintain the uniformity of the services. This would require training 
both the front-end and back-end staff. As the quality of the product depends on the dealings of front end 
personnel who are in direct contact with the clients at branches and those dealing in sales and call centers, 
it is important to train them to ensure the quality of the product delivery. The staff members selling the 
Islamic financial products also have to be trained on, among others, the features of the products so that 
they are able to answers queries of the clients on Shari’ah structures and compliance. The relevant back-
end staff will include those from the credit administration, legal department and Shari’ah department. The 
latter would also need training to carry out Shari’ah audit of the product.  
Edgett and Parkinson (1994) observe that products having strong support after launch are superior to 
the competitors’ offerings. After the product is live for a certain period, there is a need to review different 
dimensions of the product from feedback of staff and customers. Performance of products can be assessed 
according to both financial and non-financial criteria (Avlonitis et.al. 2001). The performance of the 
product is compared with the projections made during the development phase. If any issues arise in the 
post-launch review, the product features may have to be changed or fine-tuned to make it more suitable for 
the customers.  
 
‡‡‡For example, in case of a default in a debt-based product such as murabahah, the bank may charge a penalty. However, this 
penalty cannot be used as income of the bank and must be given away as charity and need to be put in a separate account.  
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One aspect in the post-launch phase in Islamic products is to ensure compliance with the approved 
Shari’ah procedures and processes. The in-house Shari’ah department/unit should also conduct internal 
Shari’ah audit on the processes used in delivering products by the Islamic bank. One of the roles of the 
Shari’ah audit is to ensure that the processes are followed according to approved schema. Though the 
actual management of the oversight of the Shari’ah requirements related to operational issues is done by 
in-house Shari’ah department/unit, the SSB must be aware of the issues and correct them whenever 
required. Whereas, it may be difficult to carry Shari’ah audit in smaller banks due to lack of resources, 
larger banks have adequate resources for Shari’ah audit to detect non-compliance.§§§  If the audit finds 
irregularities in the processes that make transactions void from Shari’ah perspectives, the income from the 
transactions has to be separated from the income of the bank and given to charity.  
 
4. Shari’ah Compliance: Constraints and Choices 
 
The selection of a mode of financing for a product offered by an Islamic bank will depend on the 
constraints that external legal/regulatory regimes impose on the potential set and the internal 
organizational dynamics through which choices are made from the resulting feasible set. As banking law 
defines what banks can do and the kind of products that can be offered, the range of Shari’ah compliant 
modes that will be in the feasible set is likely to be larger in countries that have Islamic banking laws. This 
section presents a brief overview of the legal/regulatory regimes for Islamic banking and then discusses 
how external and internal factors affect the determination of the modes of financing that Islamic banks use 
in products.  
 
4.1 Legal and Regulatory Environment for Islamic Banking 
The legal regimes under which Islamic banking operates can be broadly divided into three types. The 
first group of countries has Islamic legal systems. These countries include Iran, Saudi Arabia and Sudan. 
Iran adopted an Islamic legal system after the revolution of 1979.  The Islamic Banking Law was enacted 
in 1983 to cover all banking operations (Mirakhor and Khan 1989). Saudi Arabia has a traditional Islamic 
system whereby the legal authority and control of the judiciary lies with the clergy (Vogel 2000). Though 
contemporary laws in from of royal edicts exist, the country does not have any specific Islamic banking 
law. Sudan transformed the banking sector into Islamic during the 1980s and enacted Islamic Transactions 
Law in 1984.  
The second group of countries has predominantly Western legal system,**** but introduced Islamic 
banking law to provide the legal basis for Islamic financial practices and dealings. The countries in this 
group can be further divided into ones with common law and those with civil law systems. Examples of 
common law countries with Islamic banking laws are Malaysia and Pakistan. Malaysia enacted Islamic 
Banking Act (IBA 1983) and Bank and Financial Institutions Act (BAFIA 1993, amended) to cater to the 
Islamic banking practices.  Pakistan amended laws to accommodate Islamic finance including the 
enactment of Banking and Financial Services Ordinance 1984. There are some other common law 
countries, such as Bangladesh in which Islamic banking is covered under a section of the existing banking 
law.  
Among civil law countries, Indonesia introduced the Islamic Banking Act No. 10 in 1992 and amended 
it in 1998 (Djojosugito 2005). The country also introduced the Central Banking Act in 1999 to support 
creation of instruments of liquidity management for Islamic banks. In countries of the Gulf Cooperation 
Council (GCC) region that have variants of civil law system, specific Islamic banking laws do not exist. 
However, there are provisions of Islamic banking in other laws and/or in regulatory rules.  For example, 
the Central Bank of Kuwait Law of 1968 has some stipulations about that Islamic banking practice. 
 
§§§
 For example, AlRajhi Bank, one of the largest Islamic banks in Saudi Arabia has a large Shari’ah department and carries Shari’ah 
auditing in a regular basis. 
****
 While most of the Muslim countries have retained Islamic law for personal matters such as marriage, divorce, inheritance, etc., 
their commercial law and codes are influenced by Western laws. For a discussion on the legal system and laws in the Arab world, 
see Sfeir (1998). See also World Bank (2004) for legal regimes in different countries. 
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Similarly, the Financial Institutions Law 2006gives the Central Bank of Bahrain (CBB) authority to 
regulate all banks including Islamic. The CBB issued a Rulebook for Islamic Banks which governs various 
issues related to the operations of Islamic banks.   
The third group of countries are ones in which Islamic financial institutions operate under Western 
legal systems with no supporting Islamic banking law. In these countries, the Islamic financial products 
would have to adjust to existing banking laws. The practice of Islamic finance under the Western legal 
regimes, however, is also influenced by the approach of the regulatory authorities towards Islamic 
banking. In countries where the regulatory authorities are accommodating to Islamic banking, Islamic 
banks and other financial institutions can be established under non-Islamic legal framework. United 
Kingdom has successfully introduced Islamic banking with proactive support of the regulatory authority 
without introducing any specific Islamic banking law (Ainley et.al. 2007). However, to place Islamic 
banking at par with their conventional counterparts, some tax laws were altered so that Islamic finance is 
not unduly penalized for using sale based contracts. For instance, the tax law was amended in 2003 to 
eliminate double real estate transfer tax (stamp duty) for Islamic mortgages. More recently the tax 
framework was altered in 2008 and 2009 to enable issuance of Islamic bond or sukuk(Amin 2010a and 
Amin 2010b). 
In countries where the regulatory authority does not pro-actively support Islamic banking, Islamic 
financial products can be provided by some other appropriate organizational format. This is particularly 
feasible in countries that emphasize on substance over form in accounting standards.†††† For example, in 
the US several finance companies such as American Finance House Lariba (California) and Guidance 
Residential (Virginia) are providing Shari’ah compliant mortgage financing. This can be done as couple of 
Islamic products used by the finance companies resemble their conventional counterparts in substance. For 
example, citing the Generally Accepted Accounting Principles recognition of the substance over form, the 
Office of the Comptroller of the Currency (OCC) in the United States (US) permitted the use of the 
proposed Islamic lease program as it was  functionally equivalent to that of a financing with secured 
lending. Similarly, OCC ruled in 1999 that murabahah financing was permissible as it is ‘functionally 
equivalent to either a real estate mortgage transaction or an inventory or equipment loan agreement’.‡‡‡‡ 
 
4.2 Shari’ah Compliance: External Constraints  
A key problem arising for Islamic banking products is that while Shari’ah compliant contracts are used 
at the product level, the national laws and regulations related to banking and finance may not be Islamic. 
The conventional banking laws may not be appropriate for Islamic banking practices due to their different 
conceptual nature. For example, whereas Islamic banks' main activity is trading (murabahah, salam, 
istisna, etc.) and investing in equities (musharakah and mudarabah), most conventional banking laws 
would forbid commercial banks to undertake such activities. The disparity of laws/regulations at the 
national level and the Islamic law used at the product level can create situations in which the latter is not 
compatible with the former. In such cases, the modes in the potential set that do not conform to national 
laws and statutes cannot be used in developing products.  
One way to overcome the external constraints is to modify the products in ways that suits the laws and 
regulations. As indicated above, sometimes this can be done relatively easily by changing the accounting 
treatment of the product. For example, while Islamic principles related to leasing would imply using 
operating lease, it may not be allowed by conventional banking laws. Prohibition of operating lease by 
banks can be overcome by using a financial lease in the accounting sense. Even though financial lease 
contradicts Islamic notion of a lease, Islamic banks may be forced to use it to structure their products due 
to regulatory requirements.  
Non-Islamic banking laws and regulations can also dilute the Shari’ah requirements in products in 
more direct ways. One way this arises is from the regulatory definitions of different products that can be 
offered by banks. For instance, according to the Banking Act 1987 Regulations 1990 in the United 
 
††††
 International Accounting Standards require accounting to be reported in terms of economic substance and not the legal format 
(Sultan 2006: 24).    
‡‡‡‡
 The interpretative letters issued by OCC for ijarah (leasing) 997 is No. 806 issued in December 1997 and the one for murabahah 
is No. 867 issued in November 1999.   
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Kingdom, the definition of deposit requires ‘capital certainty’ (Ainley et.al 2007: 14). Given this 
requirement, a mudarabah based savings account would be inconsistent with the legal definition of 
deposits due to its profit-loss sharing features. The complication related to Shari’ah compliance arising 
from this disparity of legal concepts is apparent in the On Demand Savings Account of Islamic Bank of 
Britain (IBB). To comply with the legal definition of deposits, this mudarabah based account of IBB had 
to be modified with the following special conditions: 
“6.4. If the pool of funds referable to your capital return a loss, we shall offer to make good the 
amount of any shortfall that you may have suffered. We are required by current UK bank 
regulations and policy to make this offer to you. If you choose to accept this offer, you shall be 
entitled to receive payment from us of the full amount that you had previously deposited with us. 
You are entitled to refuse this offer from us. 
6.5. We would like to draw your attention to the guidance offered by our Sharia Supervisory 
Committee. Their guidance is that if you accept our offer to make good the amount of any 
shortfall (set out in special condition 6.4), you will not be complying with Sharia principles.” 
(IBB 2012: 6).   
The above clearly shows that Shari’ah features of the Islamic product are compromised due to 
conditions arising from non-Islamic legal regime. Even in countries that have Islamic banking laws, some 
Islamic products may not approved by the regulators due to other reasons. As one of the key objectives of 
the regulatory regimes is to maintain stability in the financial sector by overseeing the risk profiles of 
banks and their products, most regulators would review product structures before they are launched in the 
market. In many jurisdictions, banks are required to present new product specifications such as risk 
features, capital requirements, balance sheet implications, fees charged, etc. to the regulators for approval. 
As Islamic banking practice is new and there is lack of understanding on the risk features of their products, 
there may be reluctance to approve unfamiliar products. Specifically, regulators may be hesitant to 
authorize profit-loss sharing financing modes such as mudarabah and musharakahas these are deemed 
risky.  
An indirect effect of regulatory regime on financial products is the capital adequacy requirements. 
According to both Basel and IFSB capital adequacy standards, riskier products require higher capital 
charges. As such, products that are equity based or require the bank to hold assets will carry higher capital 
charge due to market risks. For example, the partnership-based products such as mudarabah and 
musharakah have higher capital requirements than debt based products such as murabahahand tawarruq. 
Given the competitive markets and the fact that capital is expensive, Islamic banks are likely to opt for the 
later modes as they will not be able to pass on the higher risk premium and capital charges on to the price 
of the product. 
 
4.3 Shari’ah Compliance: Internal Dynamics 
While a bank does not have control over external legal and regulatory environment, it can influence the 
organizational elements affecting product development. In an ideal situation, the feasible set will have 
several Shari’ah compliant options that can be selected to develop products. The specific modes used to 
develop products from feasible set will depend on many factors. As indicated in the idea generation phase 
of the PD cycle, one of main factors considered to identify products that are developed is their financial 
performance. Islamic banks operate in competitive markets and they are under pressure to keep the risk-
return features of their products similar to the ones offered by their competitors. Sometimes this results in 
tensions between economic motives and Shari’ah requirements in different modes of financing. The PD 
process outlined above informs how the tensions may be resolved by examining the domains of control 
and decision making that results in the choice of mode of financing used in new products. 
A hypothetical example of a product for financing working capital shows how conflicts can arise 
between the economic interests and Shari’ah principles. The potential product space for working capital 
includes Shari’ah compliant ones (murabahah and musharakah) and controversial tawarruq based one. In 
case of murabahah, the bank buys the input used in production and sells these to the client at a markup. 
As murabahah supplies the client with the necessary inputs, it is not be a feasible mode to provide cash. 
Temporary musharakah provides cash to the firm through equity participation. As indicated, tawarruq 
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uses multiple contracts resulting in debt that is similar to an interest-based loan. Of the different modes in 
the potential set, tawarruq is controversial and the least risky alternative as it predominantly entails credit 
risk.  
If clients want working capital financing to buy of inputs, then the murabahah mode can be used. 
However, if the client wants cash to pay for operating costs such as salaries and utility bills, then 
murabahah is not feasible as it involves sale of goods. The options available to the PD manager would be 
to use either musharakah or tawarruq. Though the former is Shari’ah compliant as it satisfies both the 
form and substance of Islamic law, it may not be accepted due to economic considerations such as high 
capital requirements or stringent risk guidelines meant to protect the returns. From a risk perspective, 
tawarruq may be preferred mode as it carries the least risks.  
Whether a bank will adopt the controversial tawarruq-based Islamic product or one of the Shari’ah 
compliant alternatives for financing working capital will depend on the SSB. When Shari’ah compliant 
products are available in the feasible set, SSB can opt to approve these, instead of the ones that are 
controversial. However, as the PD manager is likely to face objections from risk management department 
to use musharakah based products, he may try to convince the SSB about the risks involved in the 
Shari’ah compliant mode and request approval of tawarruq based product. The decision of SSB in favor 
of the later type of product can be rationalized by invoking the maxim of necessity. The dominance of 
tawarruq based products in some jurisdictions indicates that this is being done extensively. It has been 
noticed, however, that when the SSB are strict in approving controversial products such as tawarruq, the 
banks are forced to use Shari’ah compliant alternatives. For example, as the SSB of Dubai Islamic Bank 
in the UAE does not permit tawarruq, the bank uses other Shari’ah compliant products. Unlike Dubai 
Islamic Bank, other Islamic banks in the UAE use tawarruq based products as the SSBs in these banks 
appear to be permissive of this mode.  
 
5. Conclusion 
 
While the key feature of Islamic finance is that its products and operations abide by the principles of 
Shari’ah, it has been criticized for diluting the Shari’ah requirements. Some products are structured by 
using several legitimate contracts to produce outcomes that are similar to transactions prohibited by 
Islamic law. To understand the choice of financing modes used by Islamic banks, this article examined the 
PD process and identified the roles of various departments of a bank play in this process. The dilution of 
the Islamic legal principles in banking products may be partly due external factors that are not under the 
control of the Islamic banks. New products have to comply with the laws and regulations of the country 
they operate in and in some cases these can restrict the type of products that Islamic banks can offer. 
However, in other cases the calculus of economic factors may conflict with the principles of Shari’ah. In 
these cases, too much emphasis given to the former can lead to choosing inferior modes of financing. The 
article shows that Shari’ah department and SSB play a vital role in ensuring ‘Islamic’ nature of Islamic 
banks by fulfilling the Shari’ah requirements in products. In particular, the SSB has direct responsibility 
to ascertain that the products comply with the principles and goals of Shari’ah before they are launched in 
the market.  
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